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Ten years on, our chief objectives remain the same:
• Find answers to the questions that confront the owners and managers of finance companies and the financial directors of all kinds of companies in the performance of their duties
• Develop new tools for financial management
• Study in depth the changes that occur in the market and their effects on the financial dimension of business activity
All of these activities are programmed and carried out with the support of our sponsoring companies. Apart from providing vital financial assistance, our sponsors also help to define the Center's research projects, ensuring their practical relevance.
Introduction
The equity premium (also called market risk premium, equity risk premium, market premium and risk premium) is one of the most important and most discussed but also most elusive parameters in finance. Part of the confusion arises from the fact that the term equity premium is used to designate four different concepts:
1. Historical equity premium (HEP): historical differential return of the stock market over treasuries.
Expected equity premium (EEP)
: expected differential return of the stock market over treasuries.
3. Required equity premium (REP): incremental return of a diversified portfolio (the market) over the risk-free rate required by an investor. It is used for calculating the required return to equity.
4. Implied equity premium (IEP): the required equity premium that arises from assuming that the market price is correct.
I revise 100 textbooks on finance and valuation and find that, as shown in Table 1 , different books propose different identities among the four equity premiums defined above:
• 88 claim that the REP = EEP.
• 5 do not say how they calculate the REP that they use.
• Damodaran (2001a) and Arzac (2005) assume that REP = IEP.
• Penman (2001, 2003) 
maintains that "no one knows what the REP is."
• Fernández (2002 Fernández ( , 2004 claims that "different investors have different REPs."
• Black et al. (2000) calculate the EEP as an average of surveys and HEP. Table 2 contains some details about the 88 books that explicitly assume that the REP is equal to the EEP:
• 59 books use the HEP as the best estimation of the EEP.
• 11 books use the HEP as a reference to calculate the EEP: 9 maintain that the EEP is higher than the HEP and 2 that it is lower.
• 11 books do not give details of how they calculate the HEP.
• Brealey and Myers (2000, 2003, 2005 ) "have no official position."
• 2 claim that the EEP is proportional to the risk-free rate.
• Bodie and Merton (2000) calculate EEP = A σ 2 M = 8%.
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• Titman and Martin (2007) use the EEP "commonly used in practice." Table 2 Assumptions and recommendations of the 88 books that assume that REP = EEP 1 "The variance of the market portfolio (σ 2 M ) times a weighted average of the degree of risk aversion of the holders of wealth (A). Suppose that σ M = 20% and A = 2. Then the risk premium on the market portfolio is 8%." Eighty-nine of the books explicitly recommend using the CAPM for calculating the required return to equity, which is still considered, in Warren Buffett's words, "seductively precise." The CAPM assumes that REP and EEP are unique and equal.
Section 2 reviews the advice given by 100 finance and valuation textbooks about the risk premium. Section 3 comments on the four different concepts of the equity premium and mentions the most commonly used sources in the textbooks. Section 4 argues that REP and EEP may be different for different investors and provides the conclusion. Figure 1 shows the Required Equity Premium (REP) used or recommended by 100 books over the period 1979-2008 and helps to explain the confusion that many students and practitioners have about the equity premium. The average is 6.6%. Figure 1 is in line with an update to Welch (2000) , where it is reported that in December 2007 90% of finance professors used equity premiums between 4% and 8.5% in their classrooms.
The Equity Premium in The Textbooks

Figure 1
Required Equity Premium (REP) used or recommended in 100 finance and valuation textbooks, 1979-2008 Exhibit 1 contains the main assumptions and recommendations about the equity premium in the 100 books. Now, I will briefly review the ones with the highest unit sales (according to two publishers).
Brealey and Myers considered until 1996 that REP = EEP = arithmetic HEP over T-Bills according to Ibbotson: 8.3% in 1984 and 8.4% in 1988 , 1991 
Four Different Concepts
The four concepts (HEP, REP, EEP and IEP) refer to different things 7 . The HEP is easy to calculate and is the same for all investors, provided they use the same time frame, the same market index, the same risk-free instrument and the same average (arithmetic or geometric). The EEP, the REP and the IEP, in contrast, may be different for different investors and are not observable magnitudes.
Historical Equity Premium (HEP)
The HEP is the historical average differential return of the market portfolio over risk-free debt. The most widely cited sources are: Ibbotson Associates, whose U.S. database starts in 1926; Dimson et al. (2007) , who calculate the HEP for 17 countries over 106 years ; and the Center for Research in Security Prices (CRSP) at the University of Chicago. Forty books use data from Ibbotson, 6 from Dimson et al., 3 from CRSP, 10 use their own data, and the rest do not say which data they use. Table 2 shows that the recommendations in the 59 books which assume that REP = EEP = HEP ranges from 3.5% to 9.5%. This huge range is partly due to the type of average and the riskfree instrument used in each book, but there also significant differences (ranges wider than 2%) among the books that use the same average and the same risk-free instrument.
As shown in Table 3 , however, even using the same time frame, average and risk-free instrument, different authors do not get the same result for the HEP. The differences are mainly due to the stock indexes chosen. 6 Siegel also affirms that: "Although it may seem that stocks are riskier than long-term government bonds, this is not true. The safest investment in the long run (from the point of view of preserving the investor's purchasing power) has been stocks, not Treasury bonds." 7 We agree with Bostock (2004) when he says that "understanding the equity premium is largely a matter of using clear terms." 
Expected Equity Premium (EEP)
Some authors try to find the EEP by conducting surveys. Welch (2000) performed two surveys with finance professors in 1997 and 1998, asking them what they thought the EEP would be over the next 30 years. He obtained 226 replies, ranging from 1% to 15%, with an arithmetic average EEP of 7% above T-Bonds.
9 Welch (2001) presented the results of a survey of 510 finance and economics professors performed in August 2001, where the consensus for the 30-year arithmetic EEP was 5.5%, much lower than just 3 years earlier. In an update published in 2008, the mean was 5.69%, but the estimates of about 400 finance professors ranged from 2% to 12%. Welch also reports that the equity premium "used in class" in December 2007 averaged 5.89% and that 90% of the professors used equity premiums between 4% and 8.5%. (2007) ; over the closure we assume a zero change in nominal stock prices and zero dividends." They also mention an "unbridgeable discontinuity, namely, bond and bill (but not equity) returns in Germany during the hyperinflation of 1922-23, when German bond and bill investors suffered a total loss of -100%. … When reporting equity premiums for Germany … we thus have no alternative but to exclude the years 1922-23."
Graham and Harvey
9 At that time, the most recent Ibbotson Associates Yearbook reported an arithmetic average HEP versus T-bills of 8. 9% (1926-1997) . I report in Table 1 that 88 books explicitly affirm that REP = EEP. Fifty-nine of them assume that REP = EEP = HEP and that the historical record provides an adequate guide for future expected long-term behavior. However, as the abovementioned surveys report, the EEP changes over time and has a great dispersion, so it is not clear why averages from past decades should determine expected returns in the 21 st century.
Numerous papers and books assert or imply that there is a "market" EEP. However, investors and professors do not share "homogeneous expectations," do not hold the same portfolio of risky assets and may have different assessments of the expected equity premium. Tables 2 and 4 also suggest that different investors have different EEPs.
In order for all investors to share a common EEP, we would have to assume homogeneous expectations (or a representative investor). Given what we know about financial markets, however, this is not a reasonable assumption. With homogeneous expectations it is also difficult to explain why the annual trading volume of most exchanges is more than double their market capitalization.
Required Equity Premium (REP)
The required equity premium (REP) is the answer to the following question: What incremental return do I require for investing in a diversified portfolio of shares (a stock index, for example) rather than at the risk-free rate? It is a crucial parameter because the REP is the key to determining a company's required return to equity, WACC and required return to any investment project.
Different investors and different companies may, and in fact do, use different REPs. Many valuations cite one or other of the 100 books we have analyzed as the source of the equity premium they use. Given the dispersion of these books' recommendations, as reflected in Figure  1 , it is not surprising that different investors use different REPs.
Implied Equity Premium (IEP)
The IEP is the implicit REP used in the valuation of a stock (or market index) that matches the current market value. The most widely used model to calculate the IEP is the dividend discount model. According to this model, the current price per share (P 0 ) is the present value of expected dividends discounted at the required rate of return (Ke). If d 1 is the dividend (equity cash flow) per share expected to be received at time 1, and g the expected long-term growth rate in dividends per share,
Fama and French (2002), using a discounted dividend model, estimated the IEP for the period 1951-2000 to be between 2.55% and 4.32%, far below the HEP (7.43%). For the period 1872-1950, they estimated an IEP (4.17%) similar to the HEP (4.4%).
The estimates of the EEP depend on the particular assumption made for expected growth. Even if market prices are correct for all investors, there is no IEP that is common to all investors: there are many pairs (IEP, g) that satisfy equation (1). If equation (1) (2002, 5% 1962-79 and 3.6% in 1990-2000) , Ritter and Warr (2002 , IEP = 12 in 1980 and -2% in 1999 and Harris et al. (2003, IEP = 7 .3%).
It seems that there is no common IEP in the market: different investors may have different IEPs and use different REPs. A unique IEP requires assuming homogeneous expectations for expected growth (g), but there several pairs (IEP, g) that satisfy current prices.
For any particular investor, the REP and the IEP are equal. The EEP is not necessarily equal to the REP (unless the investor considers that the market price is equal to the value of the shares). Obviously, an investor will hold shares if his EEP is higher than (or equal to) his REP, and not otherwise. We can find out the REP and the EEP of an investor by asking him, although for many investors the REP is not an explicit parameter but is implicit in the price they are prepared to pay for the shares. However, it is impossible to determine the REP for the market as a whole, because there is no such thing: even if we knew the REPs of all the investors in the market, it would be meaningless to talk of a REP for the market as a whole. The REP is a distribution and all we can say is that a certain percentage of investors have REPs contained in a range. The average of that distribution cannot be interpreted as the REP of the market.
The rationale for this is to be found in the aggregation theorems of microeconomics, which in actual fact are non-aggregation theorems. One model that works well individually for a number of people may not work for all of the people together 10 .
Which equity premium should I use? In most of the valuations I have done in the 21 st century I have used REPs between 3.8 and 4.3% for Europe and for the U.S. Given the yields of T-Bonds, 10 According to Mas-Colell et al. (1995, page 120) , "it is not true that whenever aggregate demand can be generated by a representative consumer, this representative consumer's preferences have normative contents. It may even be the case that a positive representative consumer exists but that there is no social welfare function that leads to a normative representative consumer." I (and most of my students and clients) think that an additional 4% compensates the additional risk of a diversified portfolio.
Conclusion
The equity premium recommendations of 100 finance and valuation textbooks published between 1979 and 2008 range from 3% to 10%. Several books use different equity premia on different pages. Most books do not distinguish among the four different concepts that the term equity premium designates: historical equity premium, expected equity premium, required equity premium and implied equity premium.
It is quite clear that there is no generally accepted equity premium point estimate. Nor is there a common method to estimate the equity premium, not even for the HEP.
Different investors may have different REPs and different EEPs.
A unique IEP would require assuming homogeneous expectations for expected growth (g), but there are several pairs (IEP, g) that satisfy current prices. We could only talk of an EEP = REP = IEP if all investors had the same expectations. If they did, it would make sense to talk of a market risk premium and all investors would have the market portfolio. However, expectations are not homogeneous.
Different investors have different expectations of equity cash flows and different evaluations of their risk (which translate into different discount rates, different REPs and different EEPs).
For any given company there will be investors who think that the company is undervalued (and who will therefore buy or hold shares); investors who think that the company is overvalued (and so will sell or not buy shares); and investors who think that the company is fairly valued (and so will sell or hold shares). The investors who did the last trade, or the rest of the investors that held or did not have shares, have neither a common REP nor common expectations regarding the equity cash flows.
Finance textbooks should clarify the equity premium by giving distinguishing definitions of the four different concepts and conveying a clearer message about their sensible magnitudes. 1989, 1993, 1996, 1999, 2002 . 1981 , 1984 , 1988 , 1991 , 1996 . Brealey, R. A., S. C. Myers and F. Allen (2005 
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Exhibit 1
Equity premiums recommended and used in textbooks (1984, page 119), (1988, page 127) and (1991, page 131) : "the crucial assumption here is that there is a normal, stable risk premium on the market portfolio, so that the expected future risk premium can be measured by the average past risk premium. One could quarrel with this assumption, but at least it yields estimates of the market return that seem sensible." 12 "How about the market risk premium? As we have pointed out in the last chapter, we can't measure EEP with precision. From past evidence it appears to be about 9%, although many economists and financial managers would forecast a lower figure. Let's use 8% in this example." 13 "Brealey, Myers and Allen have no official position on the exact market risk premium, but we believe that a range of 5 to 8 percent is reasonable for the risk premium in the United
States." "It seems that the EEP over this period was … 5.3%. This is 2.3% lower than the realized risk premium in the period 1900-2003." 14 "Our opinion is that the best forecast of the risk premium is its long-run geometric average." Ibbotson geometric HEP vs. T-Bonds in the period 1926-1988 was 5.4% (page194).
15 "It is unlikely that the U.S. Market index will do as well over the next century as it has in the past, so we adjust downward the historical arithmetic average market risk premium. If we substract a 1.5 to 2% survivorship bias from the long-term arithmetic average of 6.5%, we conclude that the market risk premium should be in the 4.5-5% range." 6.5% was the arithmetic HEP of 2-year returns in the period 1926-1998 (page 220) . The geometric HEP of 1-year returns was 5.9%. 16 "we believe that the market risk premium as of year-end 2003 was just under 5%."
17 "Using data from Jorion and Goetzmann, we find that between 1926 and 1996, the U.S. arithmetic annual return exceeded the median return on a set of 11 countries with continuous histories dating to the 1920s by 1.9% in real terms, or 1.4% in nominal terms. If we subtract a 1% to 2% survivorship bias from the long-term arithmetic average of 5.5 percent (arithmetic mean of 10-year holding period returns from 1903 to 2002) the difference implies the future range of the U.S. market risk premium should be 3.5% to 4.5%."
IESE Business School-University of Navarra -17
Exhibit 1 (continued)
Equity premiums recommended and used in textbooks 18 "REP depends on (1) the average risk aversion of investors and (2) the variance of the market return. If these two don't change much, the EEP should not change either, and we may estimate REP from historical data." 19 "financial economists use [the HEP] as the best estimate to occur in the future. We will use it frequently in the text."
20 They justified a REP = EEP = 6.5% (14.5%-8%) by saying "Suppose the consensus forecast for the expected rate of return on the market portfolio in 1990 was about 14.5%" 21 They argue that "the HEP has been closer to 9.14%. However, after several banner years, stock analysts in mid-2000 were increasingly wary about future market performance over the short term. Although the HEP is one guide as to the EEP one might expect from the market, there is no reason that the risk premium cannot vary somewhat from period to period. Moreover, recent research suggests that in the last 50 years the HEP was considerably better than the market participants at the time were anticipating. Such a pattern could indicate that the economy performed better than initially anticipated during this period, or that the discount rate declined." 9.14% was the arithmetic HEP using T-Bonds in the period 1926-1999. 22 "The instability of average excess return over the 19-year subperiods calls into question the precision of the 76-year average HEP (8.64%) as an estimate of the EEP… There is an emerging consensus that the HEP is an unrealistic high estimate of the EEP." 8.64% was the arithmetic HEP vs. T-bills for 1926 "In the CAPM, the equilibrium risk premium on the market portfolio is equal to the variance of the market portfolio (σ 2 M ) times a weighted average of the degree of risk aversion of the holders of wealth (A). Suppose that σ M = 20% and A = 2. Then the risk premium on the market portfolio is 8%." 24 However, on page 24 he used a REP of 6.41% (geometric HEP 1926 -1990 . For Germany (page 164) he used a REP of 3.3%. 25 On page 128 he used a REP of 8.41% (arithmetic HEP 1926 -1990 .
-
26 "The average implied equity-risk premium between 1970 and 2000 is approximately 4%."
27 Although the geometric HEP versus T-bonds from Ibbotson for 1926-1998 was 6.38%, "in this book we use a premium of 5.5% in most of the examples involving US companies."
But he continued in a footnote, "we must confess that this is more for the sake of continuity with the previous version of the book and for purposes of saving a significant amount of reworking practice problems and solutions." 28 Using a dividend discount model, he concludes that "the implied premium for the US and the average implied equity risk premium has been between about 4% over the past 40
years." 29 6% =13% -7%. He justified it saying, "Suppose, for easy illustration, that the expected risk-free rate is an average of the risk-free rates that prevailed over the ten-year period and that the expected market return is average of market returns over that period." 30 "Assume that a rate of return of about 13% on stocks in general is expected to prevail and that a risk-free rate of 8% is expected." "The 'beforehand' or ex ante market risk premium has ranged from 3 to 7%."
